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H& Wfiled a joint Federal inconme tax return for
1994. R disallowed | osses attributable equally to H &
W As a result of the disallowance of the | osses, R
al so disallowed a deduction for nedical/dental expenses
claimed on the return. The parties agree that Wis
entitled to relief fromliability pursuant to sec.
6015(c), |I.R C. Consequently, Ws liability cannot
exceed the portion of the deficiency properly allocable
to her under sec. 6015(d), |I.R C. The parties disagree
as to the anmounts of the deficiency and the sec.
6662(a), |I.R C., accuracy-related penalty for 1994 that
are to be allocated to Wunder sec. 6015(d), |I.R C

1. Held: The disallowed nedical/dental expenses
are erroneous itens that gave rise to a portion of the
deficiency and nust be allocated between H & Win
determ ning the portion of the deficiency properly
al l ocable to Wunder sec. 6015(d), |I.R C.
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2. Held, further, sec. 6015(d), I.R C, does not
limt the portion of the deficiency properly allocable
to Wto the anmount of tax Wwoul d have owed had she
filed a separate return.

3. Held, further, sec. 6015(d), |I.R C., does not
limt the portion of the deficiency properly allocable
to Wto Ws proportionate share of the taxable incone
properly reported on the joint return.

4. Held, further, the erroneous itens
attributable to Ware allocable to Wunder sec.
6015(d), I.R C., to the extent of Ws taxable incone
properly included on the joint return.

5. Held, further, the alternative allocation
met hod set forth in sec. 1.6015-3(d)(6)(i), Income Tax
Regs., does not apply because erroneous deductions are
not “erroneous itens that are subject to tax at
different rates”.

6. Held, further, conputation of the portions of
the deficiency and the sec. 6662(a), |I.R C, accuracy-
related penalty allocable to Wfor 1994 under sec.
6015(d), |I.R C., determ ned.

Terri A Merriam Wendy S. Pearson, and Jennifer A. CGell ner,

for petitioners.

Nhi T. Luu-Sanders, for respondent.
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OPI NI ON

JACOBS, Judge: Respondent determ ned the follow ng
deficiency in petitioners’ Federal incone tax and accuracy-
rel ated penalties for 1994:1

Accuracy-Rel ated Penalty

Sec. Sec. Sec. Sec.
Defi ci ency 6662( h) 6662( e) 6662(d) 6662(c)
$17, 059 $6, 823 $3, 411 $3, 411 $3, 411

In the second anendnent to petition, Ingrid Capehart
(petitioner) elected and requested relief fromtax liability
under section 6015(b), (c), and (f).

The parties have filed a stipulation of settled issues and a
stipulation of facts. In the stipulation of settled issues the
parti es have settled the substantive issues for determning the
deficiency and the penalties. The parties agree that petitioners
have a Federal inconme tax deficiency of $8,225 and are |iable for
an accuracy-rel ated penalty under section 6662(a) in the anpunt
of $507 for 1994. |In addition, petitioner no | onger seeks relief
under section 6015(b) and (f), and respondent agrees that

petitioner is entitled to relief under section 6015(c).

1Unl ess ot herw se indicated, section references are to the
| nternal Revenue Code in effect at all relevant tines.
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The sol e issue for decision concerns the conputation of the
portion of the deficiency and the accuracy-rel ated penalty for
1994 all ocable to petitioner under section 6015(d).

Backgr ound

The facts in this case have been stipul ated and are found
accordingly. The stipulation of settled issues, the stipulation
of facts, and the exhibits submtted therewith are incorporated
herein by this reference.

When the petition in this case was filed, petitioner and her
husband, Robert J. Capehart (M. Capehart), resided in Sparks,
Nevada. M. Capehart died on January 23, 2002, after the
petition in this case was filed. The Estate of Robert J.
Capehart, Deceased, has been substituted as a party. Petitioner
is the personal representative of M. Capehart’s estate.

On April 15, 1995, M. Capehart and petitioner filed a joint
Federal inconme tax return for 1994 on which they reported the

fol | ow ng:



[tem Anpunt
| ncome

Wages, salaries, tips, etc. $52, 071

| nt er est 473

Di vi dends 135

State tax refund 373

Capital gain 190

O her gain or |oss (Form 4797) (37,239)

Pensi on 12, 426

Ganbl i ng i ncone 2,458
Adj ustnents to incone

M. Capehart’s | RA deduction (1, 200)

Petitioner’s | RA deduction (1, 200)
Adj usted gross incone $28, 487
Item zed deductions (Schedul e A

Medi cal / dent al ! 1, 143

State i ncone taxes 442

Real estate taxes 907

Per sonal property taxes 504

Mor t gage i nt erest 4,164

Charitable gifts 180

Theft | oss 4,183

Ganbl ing | osses 2,458

Tot al (13,981)

Net incone 14, 506
Exenpti ons (4,900)
Taxabl e i nconme 9, 606
Tax 1, 444
Federal income tax withhel d? 7,132
Ref und 5, 688

lpetitioner and M. Capehart reported total
nmedi cal / dental expenses of $3,280 and deducted the excess
over $2,137 (7.5 percent of their $28,487 adjusted gross
i ncome) .

2Petitioner had Federal income tax of $2,164 withheld
from her wages. M. Capehart had Federal incone tax of
$4,968 withheld fromhis wages and retirenent incone.
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Respondent did not refund the $5, 688 overpaynent reflected
on the joint return but instead issued a “pre-filing notification
letter” that the refund was “suspended”.

Respondent issued petitioner and M. Capehart a notice of
deficiency dated March 28, 1997. In the notice of deficiency,
respondent, inter alia, disallowed the $37,239 |oss clainmed on
Form 4797, Sale of Business Property (the Form 4797 |oss), and
the $4,183 theft loss clainmed on the return. Petitioners now
agree that they are not entitled to deduct these | osses in 1994.
The Form 4797 loss and the theft loss are related to petitioner’s
and M. Capehart’s participation in a partnership forned,
pronoted, and operated by Walter J. Hoyt Il1l. These |osses are
attributable equally to petitioner and M. Capehart.

Di scussi on

As a general rule, spouses filing joint Federal incone tax
returns are jointly and severally liable for all taxes due. Sec.
6013(d)(3). Section 6015 provides three alternative grounds for
granting relief fromjoint and several liability. First, section
6015(b) provides for traditional relief fromjoint and several
ltability for a tax deficiency follow ng the nodel of forner
section 6013(e). Second, section 6015(c) provides for an
allocation of liability for a tax deficiency. Finally, section

6015(f) provides for relief fromliability for any unpaid tax or
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deficiency on equitable grounds, but only if section 6015(b) and
(c) does not apply.

Under section 6015(c)(3), if spouses who filed a joint
return are no longer married or are legally separated, then the
requesting spouse may elect tolimt his/her liability to the
portion of the deficiency allocated to himher as provided in
section 6015(d). The deficiency is determned fromthe joint
return on the basis of the married filing joint return status
(the rate elected by the spouses when they filed the joint
return). The electing spouse generally bears the burden of proof
W th respect to establishing the portion of any deficiency that
is allocable to himher. Sec. 6015(c)(2).

The parties agree that petitioners have a deficiency in
their 1994 Federal incone tax of $8,225 and are liable for an
accuracy-rel ated penalty under section 6662(a) of $507. They
al so agree that petitioner qualifies for relief under section
6015(c). The parties disagree as to the anmounts of the
deficiency and the penalty for which petitioner is |liable
pursuant to section 6015(d).

A. Proporti onate All ocati on Met hod

CGenerally the portion of the deficiency on a joint return
all ocated to an individual is the anmount that bears the sane
ratio to the deficiency as the net amount of itens taken into

account in conputing the deficiency and all ocable to the
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i ndi vi dual under section 6015(d)(3) bears to the net anmount of
all itens taken into account in conputing the deficiency. Sec.
6015(d)(1). Section 6015(d)(3)(A) provides that itens giving
rise to a deficiency on a joint return (erroneous itens) shall be
all ocated to each spouse as though each had filed a separate
return for the taxable year; i.e., an erroneous itemis allocated
to the spouse to whomthe erroneous itemis attributed. The
requesting spouse is liable only for his/her proportionate share
of the deficiency; i.e., the anbunt that bears the sanme ratio to
the deficiency as the net anount of erroneous itens allocable to
the el ecting spouse bears to the net amount of all erroneous
items. Sec. 6015(d)(1), (3)(A); sec. 1.6015-3(d)(4)(A), Incone
Tax Regs.

1. Al l ocation of Erroneous |ltens

The parties agree that the Form 4797 |oss and the theft | oss
are “erroneous itens” that are attributable equally to M.
Capehart and petitioner; i.e., had petitioner and M. Capehart
filed separate returns, they woul d each have reported one-half of
the I osses on their respective separate returns. See sec.
1.6015-3(d)(2)(iv), Incone Tax Regs.

The parties’ conputations reveal that petitioners are not
entitled to any deduction for nedical or dental expenses.
Petitioner and M. Capehart reported total medical/dental

expenses of $3,280 and deducted $1, 143 on the joint return on
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account of the 7.5-percent floor. See sec. 213(a). Their agreed
proper adjusted gross inconme is $65,668. Only nedical and dental
expenses exceeding 7.5 percent ($4,925.10) of the adjusted gross
income are deductible. Since the anmount of petitioners’ nedical
and dental expenses ($3,280) did not exceed the threshold anmount
(%4, 925.10), petitioners are not entitled to any deduction for
nedi cal / dent al expenses. Consequently, the $1, 143 nedi cal / dent al
expense deducted on the joint return is an erroneous item giving
rise to part of the deficiency for 1994.

The parties have not infornmed the Court as to how petitioner
and M. Capehart woul d have reported the $1, 143 of nedi cal/dental
expenses if they had filed separate returns. The regul ations
provi de that deduction itenms such as nedi cal and dental expenses
that are unrelated to a business or investnent are generally
all ocated 50 percent to each spouse unl ess the evidence shows
that a different allocation is appropriate. Sec. 1.6015-
3(d)(2)(iv), Income Tax Regs. Thus, we will allocate $571.50 of
t he disall owed nedi cal and dental expenses to each of petitioner

and M. Capehart.?

W are mindful that because the anmounts of the erroneous
Form 4797 loss and the theft loss attributed to petitioner exceed
her share of the spouses’ conbined taxable income for 1994, the
portion of the deficiency for which petitioner remains |iable
woul d be the sane if all of the nedical/dental expenses were
all ocated to M. Capehart. Failure to include the disallowed
medi cal / dental expenses in the erroneous itens, however, would

(continued. . .)
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The erroneous itens giving rise to the 1994 tax deficiency
total $42,565 ($37,239 Form 4797 | oss + $4,183 theft loss +
$1, 143 nedi cal / dental expenses) and are attributed equally to
petitioner and M. Capehart; i.e., $21,282.50 to each. W refer
to the erroneous itens attributed to petitioner and M. Capehart
respectively as her or his erroneous itens. Since all erroneous
itens giving rise to the deficiency for 1994 are attributed
equally to petitioner and M. Capehart, under the general rule,
petitioner would be |iable for one-half of the deficiency
(%4, 112.50). See sec. 6015(d)(1), (3)(A); sec. 1.6015-
3(d)(4)(1)(A), Incone Tax Regs.

2. Tax Benefit Exception

Section 6015(d)(3)(B) provides an exception to the general
rul e under section 6015(d)(3)(A) that an itemgiving rise to a
deficiency on a joint return is allocated to the spouses filing a
joint return in the sane manner as it would have been all ocated
if the spouses had filed separate returns for the taxable year.
Section 6015(d)(3)(B) provides that, under rules prescribed by
the Secretary, an itemgiving rise to a deficiency that is
attributable to one spouse nust be allocated to the other spouse
“to the extent the itemgave rise to a tax benefit on the joint

return” to the other spouse. |In essence, section 6015(d)(3)(B)

2(...continued)
i ncrease the portion of the deficiency for which petitioner would
remain |iable.
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provides for the reallocation of erroneous itens to the extent
one spouse received a tax benefit on a joint return and the other
spouse did not.

The Secretary has promul gated regul ati ons prescribing such
rules.® Section 1.6015-3(d)(2)(i), Income Tax Regs., provides:
“An erroneous itemthat would otherw se be allocated to the
nonr equesting spouse is allocated to the requesting spouse to the
extent that the requesting spouse received a tax benefit on the
joint return.” This rule applies equally to itens that would
ot herwi se be allocated to the requesting spouse. Hopkins v.

Commi ssioner, 121 T.C. 73, 82-86 (2003). Section 1.6015-3(d)(5),

Exanple (5), Inconme Tax Regs., provides:

Exanpl e (5). Requesting spouse receives a benefit
on the joint return fromthe nonrequesting spouse’s
erroneous item (i) In 2001, Hreports gross inconme of
$4, 000 from his business on Schedule C, and Wreports
$50, 000 of wage incone. On their 2001 joint Federal
i ncone tax return, H deducts $20, 000 of business
expenses resulting in a net loss fromhis business of
$16,000. H and Wdivorce in Septenber 2002, and on My
22, 2003, a $5,200 deficiency is assessed with respect
to their 2001 joint return. Welects to allocate the
deficiency. The deficiency on the joint return results
froma disall owance of all of H s $20,000 of
deduct i ons.

(ii) Since Hused only $4,000 of the disallowed
deductions to offset gross incone fromhis business, W
benefitted fromthe other $16,000 of the disall owed

3The regul ations are applicable for all elections or
requests for relief filed on or after July 18, 2002. Sec.
1. 6015-9, Inconme Tax Regs. In the case at bar, petitioner
elected relief in the second anendnent to petition filed on May
22, 2003.
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deductions used to offset her wage incone. Therefore,

$4, 000 of the disallowed deductions are allocable to H

and $16, 000 of the disall owed deductions are allocabl e

to W Ws liability is limted to $4,160 (4/5 of

$5,200). * * *

In sum section 6015(d)(3)(A) and (B) and the applicable
regul ations require the anount of deductions fromthe erroneous
itenms attributed to an individual to be first allocated to that
individual to the extent of the inconme reported on the joint
return that would have been allocated to that individual had

he/she filed a separate return. Hopkins v. Conm ssioner, supra

at 82-86. The excess of the ampbunt of the deduction fromthe
erroneous itens attributed to an individual over his/her share of
i ncome reported on the joint return may give rise to a tax
benefit on the joint return to that individual’s spouse by
of fsetting the incone reported on the joint return that the
spouse woul d have reported had he/she filed a separate return.
Id. Consequently, such excess is allocated to the individual’s
spouse to the extent it reduces the spouse’s share of incone
reported on the joint return. 1d.

The parties agree that, for purposes of section 6015(c) and
(d), itenms of inconme, loss/credit, and taxable incone reported on
petitioners’ 1994 joint return should be allocated between

petitioner and M. Capehart as foll ows:
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Item Petitioner M. Capehart Tot al
I ncone
Wages $20, 146. 00 $31, 925. 00 $52, 071
I nt er est 236. 50 236. 50 473
Di vi dends 67.50 67.50 135
State i ncone tax 186. 50 186. 50 373
Capi tal gains 95. 00 95. 00 190
Pensi on - 0- 12, 426. 00 12, 426
Ganbl i ng i ncone 1, 229. 00 1, 229. 00 2,458
Adj ustnents to incone
| RA deducti ons (1, 200.00) (1, 200.00) (2,400)
Adj usted gross incone 20, 760. 50 44, 965. 50 65, 726
Item zed deduction
State i ncone tax - 0- 442. 00 442
Real estate taxes 453. 50 453. 50 907
Per sonal property 252.00 252.00 504
Mor t gage i nt erest 2,082. 00 2,082. 00 4,164
Charitable 90. 00 90. 00 180
Ganmbl i ng | oss 1, 229. 00 1, 229. 00 2,458
Exenpti on anount 2,450. 00 2,450. 00 4,900
Tot al deducti ons 6, 556. 50 6, 998. 50 13, 555
Taxabl e i ncone 14, 204. 00 37,967. 00 52,171

In accordance with section 6015(d) and the applicable
regul ati ons, petitioner’s erroneous itens (%$21,282.50) are first
allocated to petitioner to the extent of the $14,204 of incone
reported on the joint return that would have been allocated to
her had she filed a separate return. The $7,078.50 excess of
petitioner’s erroneous itens over her share of the incone
reported on the joint return is then allocated to M. Capehart.

3. Proportionate All ocation of Deficiency

Pursuant to section 6015(d)(1), the portion of the
deficiency allocable to petitioner is the anobunt that bears the

sane ratio to the deficiency as the net anount of erroneous itens
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all ocable to petitioner bears to the net amount of all erroneous
itenms taken into account in conputing the deficiency. The
proportionate allocation can be al gebraically expressed as
fol |l ows:
net anount of erroneous itens

X = deficiency x all ocable to the spouse
net anount of all erroneous itens

where X is the portion of the deficiency allocable to petitioner.
See sec. 1.6015-3(d)(4)(i)(A), Incone Tax Regs.

Under the proportionate allocation nethod, $2,744.69 is the
portion of the $8, 225 deficiency allocable to petitioner,
conputed as foll ows:

$2,744.69 = $8, 225 x $14, 204
$42, 565

a. Respondent’s Conputati on

Respondent conputed petitioner’s share of the deficiency to
be $2,820. Respondent conputed petitioner’s share of the
deficiency by applying the proportionate all ocati on nethod
requi red by section 6015(d) to the Form 4797 | oss and the theft
| oss ($2,820 = $8, 225 x $14,204 + $41,422). Respondent’s
conputation is flawed in that it does not take into account the

$1, 143 di sal | oned deduction for nedical/dental expenses.
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b. Petitioner’'s Conputation

i Separate Return Liability

Petitioner asserts that her liability should be [imted to
$2, 134, the anmount she woul d have paid on taxabl e incone of
$14, 204 had she filed a separate return. Petitioner’s theory
assunes that erroneous itenms cannot be allocated in a way that
would result in a spouse’s owng nore tax than if separate
returns had been filed. Neither the statute nor the regul ations
provide for such a limtation. The statute and the regul ations
allocate all of petitioner’s erroneous itens to her except for
those itens that provided a tax benefit to M. Capehart on the
joint return. |If petitioner’s liability were limted to $2, 134,
then only $11, 044 (not $14,204) of her erroneous itens woul d be
allocated to her for purposes of section 6015(d) (1), conputed as
fol |l ows:

deficiency allocated

X =to petitioner ($2,134) x total erroneous itens(%$42,565)
deficiency ($8, 225)

where X is the portion of the erroneous itens allocable to
petitioner. Essentially, petitioner argues that M. Capehart
received a tax benefit on the joint return from $10, 238. 50 of
petitioner’s erroneous itens.

Under petitioner’s theory, M. Capehart’s $37,967 taxable
i ncome woul d have been offset by his erroneous itens ($21, 282.50)

pl us $10, 238.50 of petitioner’s erroneous itens. The $9, 606 of
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taxabl e i ncone reported on the return woul d have consi sted of
$3,160 ($14,204 - $11,044) of petitioner’s taxable inconme and
$6, 446 of M. Capehart’s taxabl e incone.

Petitioner’'s theory is flawed. Had petitioner and M.
Capehart filed separate returns that included the erroneous
itens, petitioner would have reported no taxabl e incone because
$14, 204 of her $21,282.50 erroneous itenms would have offset al
of her inconme, and $7,078.50 of her erroneous items would have
been unused in 1994. Consequently, she received the tax benefit
of $14,204 of her erroneous itens. Mreover, M. Capehart woul d
have reported taxable inconme of $16,684.50, the excess of his
t axabl e i ncome over his erroneous itens ($37,967 - $21, 282.50).
Consequently, if petitioner and M. Capehart had filed separate
returns, on a pro forma basis their conbined taxable inconme would
be $16,684.50 that would be solely attributable to M. Capehart.
Since petitioner and M. Capehart reported $9, 606 of taxable
income on their joint return for 1994, M. Capehart’s share of
t he taxabl e i ncone was of fset by $7,078.50 ($16, 684.50 - $9, 606)
of petitioner’s erroneous itens that were reported on the joint
return. Therefore, $7,078.50, not $10, 238.50, of petitioner’s
erroneous itens gave rise to a tax benefit on the 1994 joint
return to M. Capehart. Consequently, only $7,078.50, not
$10, 238. 50, of petitioner’s erroneous itens is allocated to M.

Capehart under section 6015(d)(3), and $14, 204 of petitioner’s
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erroneous itens remains allocated to her, not the $11, 044 t hat
petitioner’s theory would allocate to her.

ii. Benefit of Lower Tax Rate

Petitioner posits that the proportionate allocation nethod
provided in section 1.6015-3(d)(4)(i)(A), Incone Tax Regs., is
invalid because it does not account for the difference in the tax
rates as applied to petitioner’s and M. Capehart’s separate
taxabl e i nconmes. Petitioner contends that M. Capehart woul d
have owed tax of $8,723 had he filed a separate return: $19, 000
of taxable incone taxed at the rate of 15 percent and $18, 677 of
t axabl e i ncome taxed at the rate of 28 percent.* Petitioner
asserts that her erroneous itens provided a tax benefit on the
1994 joint return to M. Capehart because M. Capehart’s $37, 967
of taxable income woul d have been taxable at an effective rate of
21.5 percent, rather than 15 percent. Petitioner has not
provi ded a conputation of the portion of her erroneous itens that
provi ded the asserted benefit to M. Capehart. Furthernore,
petitioner’s erroneous itens did not reduce M. Capehart’s
effective tax rate.

M. Capehart’s $37,967 of taxable inconme was of fset by

$21,282.50 of erroneous itens attributed to him The $16, 684. 50

“Petitioner’s conputation is in error in that it attributes
$37,677 ($19,000 + $18,677) of taxable inconme to M. Capehart.
M. Capehart had $37,967 of taxable incone. Consequently,
$18,967 of his income woul d be taxable at the rate of 28 percent.
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excess was taxable at 15 percent. The amount of that excess plus
petitioner’s $14, 204 of taxable incone total ed $30, 888.50. For
married individuals who filed a joint return for 1994, only
t axabl e income in excess of $38,000 woul d have been taxed at a
rate greater than 15 percent rate. Thus, contrary to
petitioner’s assertions, it was not her erroneous itens that
reduced M. Capehart’'s tax rate, but rather it was M. Capehart’s
erroneous itens that reduced his tax rate.

Because petitioner was unable to conpute the portion of her
erroneous itens that provided the asserted benefit to M.
Capehart, and because M. Capehart’s tax rate was not reduced by
petitioner’s erroneous itens that were allocated to M. Capehart
pursuant to the fornula set forth in section 1.6015-
3(d)(4)(1)(A), Incone Tax Regs., petitioner has not shown that
the regulation is invalid.

iil. Proportionate to Taxable |Incone

Petitioner also conplains that, while her 1994 taxable
income was only 27 percent of the total taxable inconme for 1994,
the proportionate allocation nmethod provided in section 1.6015-
3(d)(4)(1)(A), Income Tax Regs., allocates 34 percent of the
deficiency to her. The succinct response to petitioner’s
conplaint is that Congress did not allocate the deficiency in
proportion to the spouses’ respective shares of taxable incone

when formulating the relief to be granted under section 6015(c).
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Section 6015(d) expressly requires that the allocation of the
deficiency be proportionate to the itens taken into account in
determ ning the deficiency; i.e., proportionate to the erroneous
itenms allocated to the spouse, not to the spouse’s share of
taxabl e i ncome. A spouse’s taxable incone is relevant for
pur poses of allocating the erroneous itens between the spouses
only where one spouse receives a tax benefit on the joint return
fromthe other spouse’ s erroneous itens.

B. Alternative Al ocation Mthod

Section 6015(h) directs the Secretary to prescribe
regul ati ons providing nethods for allocation of itens other than
t he met hods under section 6015(d)(3).° Petitioner argues that
her liability should be limted to 15 percent of her taxable
i ncone pursuant to section 1.6015-3(d)(6)(i) and (ii) Incone Tax
Regs., which provides the follow ng alternative nethod for

allocating a deficiency that arises fromerroneous itens that are

5Sec. 1.6015-3(d)(4)(i)(B), Income Tax Regs., requires
application of the proportionate allocation nethod to any portion
of the deficiency other than any portion of the deficiency (1)
attributable to erroneous itens allocable to the nonrequesting
spouse of which the requesting spouse had actual know edge, (2)
attributable to separate treatnent itens (as defined in sec.
1.6015-3(d)(4)(ii), Incone Tax Regs.), (3) relating to the
l[iability of a child (as defined in sec. 1.6015-3(d)(4)(iii),
| ncome Tax Regs.) of the requesting spouse or nonrequesting
spouse, (4) attributable to alternative mninumtax under sec.
55, (5) attributable to accuracy-related or fraud penalties, or
(6) allocated pursuant to alternative allocation nethods
aut hori zed under sec. 1.6015-3(d)(6), Inconme Tax Regs.
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subject to tax at different rates, wth an exanpl e denonstrating
t he net hod:

(6) Alternative allocation nethods.--(i)
Al l ocation based on applicable tax rates.--1f a
deficiency arises fromtwo or nore erroneous itens that
are subject to tax at different rates (e.g., ordinary
income and capital gain itens), the deficiency wll be
all ocated after first separating the erroneous itens
into categories according to their applicable tax rate.
After all erroneous itens are categorized, a separate
allocation is nmade with respect to each tax rate
category using the proportionate allocation nethod of
par agraph (d)(4) of this section.

* * * * * * *

(1i1) Exanple.--The foll ow ng exanpl e
illustrates the rules of this paragraph (d)(6):

Exanple. Allocation based on applicable tax
rates. Hand Wtinely file their 1998 joint Federal
incone tax return. H and Wdivorce in 1999. On July
13, 2001, a $5, 100 deficiency is assessed with respect
to Hs and Ws 1998 return. O this deficiency, $2,000
results fromunreported capital gain of $6,000 that is
attributable to Wand $4, 000 of capital gain that is
attributable to H (both gains being subject to tax at
the 20% marginal rate). The remaining $3,100 of the
deficiency is attributable to $10,000 of unreported
di vidend incone of Hthat is subject to tax at a
margi nal rate of 31% H and Wboth tinely elect to
all ocate the deficiency, and qualify under this section
to do so. There are erroneous itens subject to
different tax rates; thus, the alternative allocation
met hod of this paragraph (d)(6) applies. The three
erroneous itens are first categorized according to
their applicable tax rates, then allocated. O the
total amount of 20%tax rate itens ($10,000), 60%is
all ocable to Wand 40%is allocable to H  Therefore,
60% of the $2,000 deficiency attributable to these
items (or $1,200) is allocated to W The renmai ning 40%
of this portion of the deficiency ($800) is allocated
to H The only 31%tax rate itemis allocable to H
Accordingly, His liable for $3,900 of the deficiency
($800+%$3, 100), and Wis liable for the remaining
$1, 200.
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The alternative nmethod applies when the erroneous itens are

subject to tax at different rates. The erroneous itens in this
case are the Form 4797 |loss, the theft |oss, and the
nmedi cal /dental expenses. Those itens are not subject to tax at
different rates. Rather, they are all deductions used by
petitioner and M. Capehart on their joint return to offset
ordinary income. Accordingly, section 1.6015-3(d)(6)(i) and (ii)
| ncone Tax Regs., does not change the result in this case.

C. Al l ocati on of Accuracy-Related Penalty

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent of tax. The parties agree that
petitioners are |liable for an accuracy-related penalty under
section 6662(a) of $507 conputed on an underpaynent of $2,537.

For purposes of section 6662, the term “underpaynment” is
defined by section 6664(a) to nean the anount by which the tax
i nposed exceeds the excess of (1) the sumof (A the anmbunt shown
as the tax by the taxpayer on his return, plus (B) anobunts not so
shown previously assessed (or collected without assessnent), over
(2) the anpbunt of rebates nmade. In essence, an underpaynent for
pur poses of section 6662 has the same neaning as a deficiency.

See secs. 6211(a), 6664(a); Downing v. Conmm ssioner, T.C Meno.

2005-73, supplenenting T.C. Meno. 2003-347; Estate of Johnson v.

Comm ssioner, T.C Meno. 2001-182, affd. 129 Fed. Appx. 597 (1l1th

Cr. 2005); R ce v. Conmssioner, T.C Meno. 1999-65.
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In the case at bar, the parties cal cul ated the under paynent
by subtracting the $5,688 overpaynent (the $7,132 wi thhol di ng tax
paid |l ess the $1,444 tax liability reported on the return)
clainmed on the joint return, which was not refunded to
petitioners, fromthe $8,225 deficiency; i.e., a $2,537 bal ance
of tax remaining unpaid.?®

1. Respondent’s Conput ati on

Respondent all ocated $209 of the accuracy-related penalty to
petitioner. |In so doing, respondent allocated $1, 774 of the
refund clainmed to petitioner. Respondent explained his
conputation as foll ows:

I n conputing the underpaynent for purposes of the
accuracy related penalty, respondent gave petitioner
Ingrid Capehart credit for a frozen refund in the
amount of $1,774.00. The frozen refund relates to
I ngrid Capehart’s Federal income tax w thhol di ngs
(prepaynent credits) in the anmount of $2,164.00 that
were taken from her wages, reported on the return, and
not refunded. |In arriving at the $1,774.00 figure,
respondent subtracted fromlIngrid Capehart’s
wi t hhol di ngs of $2,164.00 her all ocable share of the
$1,444.00 of tax liability reported on the 1994 return.
Petitioner Ingrid Capehart’s allocable share of the
$1,444.00 tax liability reported on the 1994 return is
27 percent of $1,444.00 or $390.00 ($1,444.00 x .27 =
$4390.00). 27 percent is used because this is the
percentage of the total taxable inconme reported on the
return that would have been allocated to Ingrid
Capehart if the parties had filed separate returns. * *
* Accordingly, the $1,774.00 figure was arrived at as
fol |l ows:

®Essentially, the parties treat the clainmed refund anount of
w thhol ding tax as a tax collected w thout assessnent.
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$2, 164. 00 W thholding credits
- $ 390.00 I ngrid Capehart’s all ocable share
of the $1,444.00 liability report
on the return
$1,774.00 Frozen Refund Credit
Respondent conputed petitioner’s share of the accuracy-
rel ated penalty as foll ows:

Petitioner’s share of deficiency as

conput ed by respondent $2, 820
Petitioner’s frozen refund credit (1,774)
Petitioner’s underpaynent upon which

the accuracy-related penalty applies 1,046
Accuracy-rel ated penalty percentage x 0.20

209
2. Petitioner’s Position

Petitioner erroneously refers to the $1, 444 tax shown on the
return as the tax “paid” on the return and conpl ai ns t hat
respondent allocated only $390 of that tax to her in conputing
her share of the accuracy-related penalty. The gist of
petitioner’s conplaint is that the $390 of tax allocated to her
represents 27 percent of the tax “paid” on the return ($1, 444),
whereas the $209 of the section 6662(c) penalty allocated to her
is 41 percent of the total section 6662(a) penalty.

3. Conput ation of Petitioner’'s Share of the Accuracy-
Rel ated Penalty

Section 1.6015-3(d)(4)(iv)(B), Income Tax Regs., provides
that the accuracy-rel ated penalty under section 6662 is
“all ocated to the spouse whose item generated the penalty.” As
we have previously discussed, the erroneous itens allocated to

petitioner offset all of her taxable inconme reported on the joint
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return. The $9, 606 of taxable incone reported on the return upon
which the tax reported on the return was cal cul ated was M.
Capehart’s inconme that was not offset by the erroneous itens
allocated to him W conclude, therefore, that the $1, 444 tax
reported on the return should not be included in conputing the
portion of the underpaynent attributable to petitioner.

Any portion of the tax shown on the return that is allocated
to petitioner reduces the amount of her w thholding credits to be
applied toward her portion of the tax deficiency and increases
her share of the underpaynent. Consequently, allocating a
portion of the tax shown on the return to petitioner increases
her portion of the accuracy-related penalty. Taking into account
the proper allocation of the erroneous itenms, we do not think
that it is proper to allocate any of the tax shown on the return
to petitioner.

On the basis of the taxable incone and erroneous itens, the
total tax liability and the portion not offset by w thhol ding
credits (unpaid taxes) is allocated between petitioner and M.

Capehart as foll ows:
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Item Petitioner M. Capehart Tot al
Taxabl e i ncome $14, 204 $37, 967 $52,171
Erroneous itens (14, 204) (28, 361) (42, 565)
Taxabl e i nconme on - 0- 9, 606 9, 606
Tax on return 1, 444 1, 444
Tax deficiency 2,745 5,480 8,225
Total tax liability 2,745 6, 924 9, 669
W t hhol di ng (2,164) (4,968) (7,132)
Unpai d tax 581 1, 956 2,537

Treating the withholding tax paid in excess of the liability
as a tax collected w thout assessnment for purposes of section
6662, the underpaynent of tax is allocated between petitioner and

M . Capehart as foll ows:

Item Petitioner M. Capehart Tot al
Tax i nposed $2, 745 $6, 924 $9, 669
Tax on return - 0- (1, 444) (1, 444)
Tax col |l ected w t hout

assessnent (2,164) (3,524) (5, 688)
Under paynent 581 1, 956 2,537

We reach the sane result by applying respondent’s nethod of
conputing the underpaynent w thout allocating any portion of the

$1, 444 of tax reported on the return to petitioner, shown as

fol | ows:
Petitioner’s w thhol ding $2, 164
Petitioner’s allocable share of the
$1,444 liability report on the return - 0-
Petitioner’s frozen refund credit 2,164
Petitioner’s share of deficiency 2,745
Petitioner’s frozen refund credit (2,164)

Petitioner’s underpaynent upon which
the accuracy-related penalty applies 581
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We concl ude that the underpaynent generated by petitioner’s
erroneous itens is $581 and the penalty all ocated to petitioner
is $116 ($581 x 0.20).

D. Concl usi on

We hold that pursuant to section 6015(c) petitioner renains
jointly and severally liable for $2,745 of the deficiency and
$116 of the accuracy-related penalty under section 6662.

I n accordance with the above,

An appropriate decision

will be entered.




